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ABSTRACT
The purpose of this study was to attempt to determine the incremental 
information content of the cash and cash equivalents definition of funds. The cash and 
cash equivalents definition of funds is the mandated definition of funds for use in the 
preparation of a statement of cash flows. Prior to 1988, firms were able to use 
alternative definitions of funds; working capital was the most widely-used alternative 
definition.
In order to determine whether the cash and cash equivalents definition of funds 
has incremental information content, event analysis methodology was utilized to 
compare the market reaction to the release of financial statements by a sample of firms 
using the cash and cash equivalents definition with the market reaction to the release of 
financial statements of a sample of firms using the working capital definition of funds. 
The tests were conducted over the sample years from 1983 to 1987, and market reaction 
was measured in terms of both excess stock returns and excess trading volume. Trading 
volume was measured in two different ways: shares traded and percentage of 
outstanding shares traded.
The results of this study revealed that there was generally no significant market 
reaction measured as excess returns at the release of either sample’s financial 
statements. When the market reaction was measured in volume, the results were
iii
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mixed. When volume was measured in shares traded, excess volume on the day before 
the financial statements were filed with the SEC for the cash and cash equivalents 
sample statistically differed from zero at the . 10 level (or better) for all five years of 
the study. The same result did not occur in the working capital sample tests nor did the 
results repeat in die cash and cash equivalents sample when volume was measured as 
a percentage of outstanding shares traded. These results may have occurred because
of the greater scrutiny applied to larger firms 
when excess volume is measured in shares.
and the heavier weighting given to them
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CHAPTER I
INTRODUCTION
The Financial Accounting Standards Board (FASB) issued its Statement of 
Financial Accounting Concepts No. I (SFAC No. I), Objectives of Financial Reporting 
by Business Enterprises, in 1978. The board defined an important objective of financial 
reporting as the provision of "information to help present and potential investors and 
creditors and other users in assessing the amounts, timing, and uncertainty of 
prospective cash receipts." Further, the FASB maintained that the "prospects for those 
cash receipts are affected by an enterprise's ability to generate enough cash to meet its 
obligations when due and its other cash operating needs." It also maintained that 
investors’ and creditors' perceptions about that ability could influence market prices of 
the entity's securities.
The FASB issued its Statement of Financial Accounting Concepts No. 5 (SFAC 
No. 5), Recognition and Measurement in Financial Statements of Business Enterprises, 
in 1984. It had concluded that financial statements constituted the principal means of 
communicating financial information to those outside an entity and that a full set of 
financial statements should show cash flows for the reporting period.
I
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The accounting profession has increased its support for that position since then. 
Some accountants have expressed the belief that traditional accrual accounting numbers 
obscure evidence of financial difficulties or impending business failure (Koh and 
Collins, 1987).
The FASB issued its Statement of Financial Accounting Standards No. 95 
(FASB Statement No. 95), Statement of Cash Flows, in November of 1987. FASB 
Statement No. 95 replaced the funds statement then in use-the statement of changes in 
financial position—with the statement of cash flows.
The statement of cash flows presently defines funds as cash and cash 
equivalents. The FASB had advocated the mandatory use of the cash and cash 
equivalents definition since 1978 (FASB SFAC No. I, 1978). FASB Statement No. 
95 also changed the format of the funds statement by requiring a functional 
classification of cash flows using operating, financing, and investing categories. These 
changes greatly reduced the choices available for the definition of funds and reporting 
format.
Many, including the American Institute of Certified Public Accountants 
(AICPA), the Financial Executives Institute (FEI), and the Securities and Exchange 
Commission (SEC) (Koh and Collins, 1987), welcomed the changes mandated by the 
FASB. A 1984 study sponsored by the FEI had concluded that all groups of users 
preferred a cash-based definition of funds (Seed, 1984). This perceived demand for 
cash-related data caused many companies to change the focus of their statements of
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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changes in financial position from that of explaining what happened to working capital 
to one which supposedly described cash flows.
The FASB had indicated that a statement of cash flows served the purpose of 
assisting investors and creditors in determining the liquidity, financial flexibility, and 
solvency of an entity. Specifically, this information should serve in assessing the 
ability of a firm to generate future cash flows, meet dividend and debt obligations, and 
finance replacement and expansion of productive capacity (FASB SFAC No. 1, 1978).
Statement of the Problem 
No one knows whether the incremental information content associated with the 
cash and cash equivalents definition of funds exceeds or falls short o f that associated 
with the working capital definition of funds. This study uses the generally accepted 
definition of incremental information content as a significant difference in either 
abnormal stock returns or trading volume. The relevant period for this study consists 
of the three days before and after the release of a firm’s annual financial statements plus 
the release date.
Purpose of the Study 
This study attempts to determine the incremental information content of 
statements of changes in financial position for companies using the cash and cash 
equivalents definition of funds.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
Hypothesis
This study tests whether there is incremental information contained in a funds 
statement prepared using the cash and cash equivalents definition of funds when 
compared to a funds statement prepared using an alternative (no longer applicable) 
definition of funds.
Sources of Data
The data for this study consist of firm stock and financial statement information 
gathered from the Work-Load Teleprocessing Display System (WRKD) of the SEC, the 
Center for Research in Security Prices (CRSP), and Compustat files.
Methodology
Beaver and Dukes (1972) defined information as a change in expectations about 
the outcome of an event. A firm's cash flow statement information content will lead 
to a change in investors’ assessments of the probability distribution of future returns. 
Those assessments, in turn, will result in a change in the equilibrium value of the 
current market price. Specification of the direction or the magnitude o f the price 
change requires knowledge of the expectation model(s) of investors. However, price 
changes likely will exhibit greater variability on the release date for the cash flow 
statement than at other times during the year if the statement has information content. 
Another definition of information states that in addition to a change in expectations, the 
magnitude of the change must induce a change in the decision maker's behavior. The 
statement of cash flows will possess information value per this definition only if it alters
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
5
the optimal holding of that firm's stock in the portfolios of individual investors. The 
optimal adjustment might result in an investor's buying more shares or selling some or 
all of the shares already held. In either event, the shift in portfolio position would 
affect the volume of shares traded. If statements of cash flow have information content, 
the number of shares traded likely will increase when the statements are released.
The incremental information value of funds defined as cash and cash equivalents 
should result in either greater variability of price changes or a higher number of shares 
traded for those firms than for firms using an alternative funds definition. The 
hypothesized volume relationship coincides with the Beaver and Dukes (1972) theory 
that volume reflects a lack of consensus induced by the new information.
This study measures incremental information value as the difference between 
stock price (and volume) changes for cash-and-cash-equivalent fund firms and the 
respective changes for firms using an alternative definition of funds. The tests cover 
the period surrounding the release of the firm's statement of changes in financial 
position.
Returns Tests
Stock .eturn data for this study covers the five-year period immediately 
preceding the enactment of FASB Number 95. The study uses the market model in 
estimating returns of each firm at the event date, defined as the release date of the 
statement of changes in financial position.
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Firm assignments between the two samples depend upon whether the firms use 
the cash and cash equivalents fund definition to prepare the statement of changes in 
financial position (The models calculate residuals for each o f the firms in the two 
samples). If funds statements using the cash and cash equivalents definition contain 
incremental information, the residual of the sample firm should exceed the residual of 
a sample firm using an alternative definition of funds. The two samples are matched 
on the basis of size, risk, and industry to control for these effects.
Volume Tests
Volume tests on the two samples employ the same basic methodology as that 
described for the returns tests. The volume tests treat the volume variable for a sample 
firm in one of two ways: (I) the number of a firm's shares traded on a particular day, 
and (2) the percentage of that firm's outstanding shares traded on a particular day. The 
residual for a sample firm is calculated by comparing the actual volume variable for the 
event date to an estimated value obtained from a regression analysis of the period 
preceding the event date. If a funds statement contains incremental information, the 
residual for a cash and cash equivalents sample firm should exceed the residual for an 
alternative definition sample firm.
Pre-Selection Bias
Firms adopting a particular definition of funds may have done so because of 
information production costs, but they may also have done so for reasons peculiar to 
their risk or industry classification. The outlined tests controlled for this problem.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Significance of the Study 
Implementing mandatory changes in generally accepted accounting principles 
has entailed a significant amount of time, expense, and effort. The standard-setting 
process will have attained some of its goals in this case if it results in the transmission 
of additional information to financial statement users.
Organization of the Study 
Chapter II presents a discussion of the literature that summarizes the historical 
development of funds statements. It examines arguments for and against various ways 
that funds have been defined and criticisms of the statement of cash flows. It reviews 
empirical research on the statement of cash flows and the association between cash 
flows and security returns and volume, as well as empirical research on the distinction 
between cash flow, working capital, and earnings.
Chapter III presents the procedures used in developing the models for this study. 
It includes a description of the models used and the components of those models. It 
also discusses data analysis.
Chapter IV discusses the analyses performed on the empirical research findings. 
Chapter V presents a summary of the study, a discussion of the conclusions resulting 
from the findings, and limitations of the study. It also suggests areas for possible future 
research.




Business enterprises have prepared funds statements for well over a hundred 
years. In the 1800s, they based funds statements on the cash concept of funds. 
Preparers expanded the definition of funds so that by the 1900s, funds statements used 
various concepts of funds that included cash, current assets, and working capital (Rosen 
and DeCoster, 1969).
By the 1920s, the accounting profession primarily defined funds as working 
capital. However, this predominance did not translate into a concerted effort to make 
working capital the mandatory definition of funds. Many writers argued in favor of 
alternative concepts of funds to help meet the different needs of users of funds 
statements (Rosen and DeCoster, 1969).
Prior to 1971 the required basic financial statement package did not include a 
funds statement, but users of financial information had long recognized the need for 
such a statement. Homgren's 1955 survey, for example, had found that many financial 
analysts prepared a funds statement themselves before attempting to evaluate the basic 
financial statements.
8
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Studies by Mason (1961) and Anton (1962) called attention to the perceived 
need for-and contributed to the development of-the funds statement. Mason based his 
"Cash Flow" Analysis and the Funds Statement, published by the American Institute 
of Certified Public Accountants (AICPA), on data from the 1959 annual reports of the 
600 industrial firms included in Accounting Trends and Techniques (AICPA, 1960). 
He found that 32 percent of these companies presented a funds statement with 
considerable variations in funds reporting.
Mason (1961) concluded that the funds statement should become a major 
financial statement presented in all annual reports of corporations. His study 
represented the AICPA's first major contribution on funds statements (Phillips, 1984).
Anton's 1962 study, titled Accounting for the Flow of Funds, presented an 
in-depth analysis of the funds concept. He also discussed a number of variations in the 
form and content of the funds statement that he had found during his study of the 
annual reports of approximately 200 companies.
Although Anton (1962) favored flexibility, he also advocated some degree of 
standardization. The increased interest in the funds statement that his work elicited 
constituted Anton's major contribution. He wanted both practitioners and academics 
to realize that the funds statement had not fully developed to maturity (Phillips, 1984).
In 1963, the Accounting Principles Board (APB) issued Opinion No. 3, The 
Source and Application of Funds. In the pronouncement, the APB made general 
comments regarding the funds statement but did not make its inclusion mandatory. 
Instead, the APB concluded that the funds statement should be optional and presented
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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as supplementary information, if included, and beyond the required scope of the 
auditor's report. The board recommended that, if prepared, the funds statement should 
utilize an "all financial resources" concept with all significant transactions included, 
even if the funds balance did not change.
Many observers regarded Opinion No. 3 as a step in the right direction. Some 
practitioners and academics—including Leonard Spacek, a well-known member of the 
APB—favored the mandatory inclusion of the funds statement. Others criticized the 
APB for not abolishing the practice of presenting cash-flow information without 
reference to the funds statement, a problem area that Mason (1961) had addressed 
earlier (Phillips, 1984).
In 1971, the APB issued Opinion No. 19, Reporting Changes in Financial 
Position. The opinion required that corporate annual reports include a funds statement, 
called the statement o f changes in financial position. Opinion No. 19 did not dictate 
one particular definition of funds. Rather, it allowed each preparer to choose one of 
the following definitions: cash, cash and temporary investments combined, quick 
assets, and working capital. The APB required that the statement include disclosure of 
working capital or cash provided by operations and that it separately report the effects 
of extraordinary items (Koh and Collins, 1987).
Opinion No. 19 also contained some guidance on the format and content of the 
new funds statement. The statement of changes in financial position could appear in 
a balanced format or in a format showing the net change in financial position according 
to the chosen definition of funds. Additionally, the pronouncement required that the
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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statement disclose net changes in each element of working capital, noncurrent assets, 
noncurrent liabilities, and stockholders' equity. OpinionINo. 19 also reaffirmed the 
previous opposition of the APB to the presentation of workkg capital or cash-flow data 
without reference to an associated funds statement.
Two events that occurred prior to the issuance ofOpinion No. 19 blunted its 
impact. First, the SEC had passed a requirement for including a statement o f changes 
in financial position in financial reports for years ending on or after December 31, 
1970. Second, the New York Stock Exchange had passed a similar requirement that 
companies include an audited statement o f changes in fimancial position (Phillips, 
1984).
In 1973, the SEC issued Accounting Series Release No. 142. The release 
ordered the exclusion of per-share data other than amounts relating to net income, net 
assets, and dividends. The SEC had felt compelled to issue; the release because many 
firms had continued to ignore the APB's suggested avoidance of presenting working 
capital or cash-flow data without reference to the funds statement (Phillips, 1984).
In 1978, the Financial Executives Institute published a  study. Inflation: Its 
Impact on Financial Reporting (Seed, 1978), that recommeiwled certain changes in the 
statement of changes in financial position. The institute recommended: (1) using the 
cash definition of funds rather than the working capital definition, (2) differentiating 
between internally and externally generated funds, and (3) diriding capital expenditures 
into categories.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Loyd C. Heath, one of the most outspoken critics of the statement of changes 
in financial position, published a monograph (1978a) that presented a broad and detailed 
study of the statement. In addition to providing a summary of the historical 
development of funds statements, as well as a comprehensive bibliography, Heath 
disparaged APB Opinion No. 19. He sharply criticized the APB for not clearly 
defining the concept of funds. In Heath's words, "the financial statement user as well 
as the accountant himself are then left to wonder what this elusive, enigmatic, and 
confusing thing called 'funds' really is!" (p.95).
Heath (1978a) also criticized APB Opinion No. 19 for including funds from 
operations as a source of funds in the statement of changes in financial position. He 
contended that, although measured in money, profit did not necessarily translate into 
a current asset. He also pointed to the confusion over the relationship between net 
income and the funds statement.
In a subsequent article, Heath (1978b) discounted the definition aspect of the 
problem with the funds statement. Instead, he insisted that the confusion over the 
meaning of funds served as a symptom of a more basic problem: confusion over the 
funds statement's objectives.
Heath (1978b) contended that the solution did not lie in redefining funds but in 
doing away with the statement of changes in financial position. He characterized the 
objectives for the funds statement set forth in APB Opinion No. 19 as "unclear, 
misleading, and unattainable." Heath argued that replacing the funds statement with 
three other statements would better meet the financial reporting objectives not achieved
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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by the balance sheet and income statement. He suggested: (1) a statement of cash 
receipts and payments, (2) a statement of financing activities, and (3) a statement of 
investing activities.
Heath (1978b) asserted that the most relevant objective of a funds statement
should be to report changes in some measure of debt-paying ability. He rejected
working capital as that measure in favor of cash. Heath agreed with Dewing (1953)
who had argued that in some calamitous events, some entities could not sell their
inventories and continue operations. This would render working capital a poor
indicator of debt-paying ability.
Heath (1978b) also cited Howard and Upton (1953) in his argument against a
working capital measure in favor of a cash measure. Howard and Upton defined the
real problem in judging a business's short term financial position as ascertaining
as closely as possible the future cash-generating ability of the business in 
relation to the claims upon cash that will have to be met within the near future. 
. . .  It matters not what condition prevails at a given time; the important thing 
is whether the business in performing its regular operating functions can 
continue to generate cash in sufficient quantity and in satisfactory time to meet 
all operating and financial obligations, (p. 135)
Coughlan (1964) had also influenced Heath's opposition to working capital as 
a measure of debt-paying ability. Coughlan had observed that working capital did not 
constitute a pool of resources available to short-term creditors. Coughlan wrote that 
"no one has drawn a check on working capital. Working capital has no bearing on 
short-term credit standing and it is only useful for whatever implications it may have 
for cash and cash flow" (p.25).
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Heath reiterated his rejection of working capital in a 1980 article. Heath warned 
that accounting practices developed under conditions existing at one point in time may 
so influence accountants' thought processes that they "come to be regarded as natural 
or inevitable" (p. 55). Heath wrote that such practices may prevent objective 
reexamination and reevaluation when circumstances and conditions change, and that the 
"practice of classifying assets and liabilities as current or noncurrent to determine the 
difference between them is one such practice" (p. 55).
Heath (1978b) favored the direct method for computing cash provided by 
operations within his proposed statement of cash receipts and payments. In his opinion 
calculating cash provided by operations by the indirect method "is pernicious because 
it is almost certain to continue to confuse financial statement users by reinforcing the 
incredible belief that profits and depreciation are sources of cash" (p. 99).
Ultimately, a single statement, the statement of cash flows, replaced the 
statement of changes in financial position. However, the three-part division of the 
statement of cash flows into operating, investing, and financing activities now 
corresponds in many respects with the three separate statements proposed by Heath 
(1978b).
The FASB Conceptual Framework project focused attention on the need for 
cash-flow information. After issuing Statement o f Financial Accounting Concepts No. 
I, Objectives of Financial Reporting by Business Enterprises (1978), the FASB began 
active work on issues related to cash-flow reporting. The board issued a discussion 
memorandum entitled "An Analysis of Issues Related to Reporting Funds Flows,
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Liquidity, and Financial Flexibility" (1980), followed by an exposure draft, Reporting 
Income. Cash Flows, and Financial Position of Business Enterprises (1981). The 
exposure draft proposed cash, rather than working capital, as the basis for funds 
statements.
After considering the responses to the exposure draft, the FASB decided not to 
issue a final statement. Instead, it chose to consider the subject in conjunction with its 
study of recognition and measurement concepts (Koh and Collins, 1987).
In December of 1984, the FASB issued its Statement of Financial Accounting 
Concepts No. 5, Recognition and Measurement in Financial Statements of Business 
Enterprises. This statement gave general guidance on a statement of cash flows. In 
April of 1985, after considering the results of a study by the Financial Executive 
Research Foundation, the FASB added a project on cash-flow reporting to its agenda. 
This project produced an exposure draft, Statement of Cash Flows, in 1986 (Koh and 
Collins, 1987).
Many companies responded to the perceived need for cash-flow information. 
An American Institute of Certified Public Accountants (AICPA) survey in Accounting 
Trends and Techniques found that only 7 percent of the companies surveyed in 1978 
reported on a cash basis (1979). By 1984, 59 percent of the reporting companies used 
the cash basis (AICPA Accounting Trends and Techniques. 1985).
While many companies switched to the cash basis, many others continued to use 
the working capital definition of funds. With the adoption of FASB Statement No. 95,
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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these companies must not only report on a cash basis for the current year, but they also 
must restate prior years' statements on a cash basis for comparative purposes.
Criticisms of the Statement
Many practitioners view FASB Statement No. 95 as a tremendous improvement. 
However, some reservations persist, and the board has made no changes to address the 
criticisms. The following paragraphs list and discuss their concerns.
1. The inability to assess financial flexibility and liquidity. Some have 
suggested presenting cash flows in a manner that would separate fixed and variable 
components of operating cash outflows. Some practitioners and financial statement 
users have argued the need for such disclosures in order to properly assess the timing 
and amounts of future cash flows. They believe that future economic conditions and 
specific managerial actions will affect variable cash outflows differently from fixed cash 
outflows.
2. Impaired comparability. Allowing two reporting alternatives for presenting 
operating cash flows may impair comparability. The indirect format, basically a 
mechanical reconciliation, does not show sources and uses of operating cash flows; the 
direct format, however, reports real activities—such as operating cash collections and 
payments—instead of abstractions (Bracken and Volkan, 1988).
By allowing the use of the indirect method rather than requiring the direct 
method, FASB Statement No. 95 created considerable controversy. While the FASB 
recommended the use of the direct format, it felt that firms should have an opportunity
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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to learn and experiment with the indirect method first. The FASB felt that the direct 
method eventually would become standard practice. The indirect method is much less 
intuitive and requires a higher level o f sophistication than does the direct method 
(Epstein and Pava, 1992).
3. The lack of timeliness and quarterly reporting. Bracken and Volkan (1988) 
asserted that the costs associated with making untimely investment and credit decisions 
had increased.
4. No segment reporting and assessment of future cash flows (Bracken and 
Volkan, 1988).
5. Difficulty of classifying certain transactions by activity. One study by 
Thompson and Bitter (1993) found that firms entering into similar transactions (such 
as selling part of a business) classified the transactions by activity differently. Some 
firms classified the sale of a subsidiary's stock as an investing activity, and some firms 
classified the sale as a financing activity. Classification depended on how the firm 
viewed the transaction.
The rigidly standardized format of FASB Statement No. 95 has not achieved the 
level of comparability desired because of the use of noncomparable practices in the 
preparation of the statement of cash flows (Thompson and Bitter, 1993). Users of the 
statement of cash flows should understand that atypical transactions may require special 
consideration (Smith, Whitis, and London, 1993).
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Empirical Research on the Statement of Cash Flows
Epstein and Pava (1992) examined responses to a  survey of New York or 
American Stock Exchange shareholders. They found that 51.8 percent read the 
statement of cash flows thoroughly (less than the percentage who read the other 
financial statements), an increase from the 45.9 percent of stockholders who thoroughly 
read these statements in 1973. The percentage of stockholders who thoroughly read the 
income statement decreased while the percentage of stockholders who thoroughly read 
the balance sheet increased over the same time period.
Additionally, Epstein and Pava (1992) found that 50.2 percent of the 
respondents ranked the statement of cash flows as somewhat useful in 1992, whereas 
only 42.1 percent of respondents had found the statement somewhat useful in 1973. 
The authors concluded that three primary factors contributed to making the statement 
of cash flows more widely understood and useful than its predecessor. FASB changes 
in the definition and format of the statement had led to enhanced comparability across 
firms; investor awareness of the importance of cash to investment decisions had grown; 
and the credibility of earnings had deteriorated.
Empirical Research on the Significance of Cash Flows
Empirical Research on the Association Between Accounting 
Data. Including Cash Flows, and Security 
Returns and Trading Volume
Several studies have addressed the relative association of earnings and cash 
flows with security returns. Ball and Brown (1968) used monthly data for a sample of
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261 firms between 1946 and 1965 to evaluate the usefulness of information in annual 
reports. The first step in their study separated the firms in the sample according to 
whether a firm's change in earnings exceeded or fell below the change predicted by a 
naive time series regression model1. They used the results from this regression model 
to predict the following year's change in earnings2. Finally, they compared estimated 
earnings changes with actual earnings changes. If the actual change in earnings 
exceeded the estimated earnings change, they put the company into a portfolio with 
expected positive returns. If the actual change in earnings was less than the estimated 
earnings changes, they put the company into a portfolio with expected negative returns.
1 Ball and Brown employed the following regression model for a change in 
earnings:
ANijt =  a +  6 jAmt +  ejt,
where
ANIjt equaled the change in earnings per share for the jth firm, and
Amt equaled the change in the average earnings per share for all firms (other than firm
j) in the market.
2 Ball and Brown computed the next year’s change in earnings as follows:
ANijt+1 = a +  6Aml+1,
where
ANIj t+1 equaled the predicted change in earnings per share for the jth firm during the 
(t+ l)th  time period,
a and 6 equaled the coefficients estimated from time series fits of the first equation to 
the data, and
Amt+1 equaled the actual change in market average earnings per share during the 
(t+ l)th  time period.
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Ball and Brown (1968) found an association between abnormally high returns 
and higher-than-predicted earnings. Furthermore, they discovered that returns appeared 
to adjust gradually until, by the time of the annual report, almost all of the adjustment 
had occurred. This implied that more timely sources captured most of the information 
in the annual report. They found security prices to have impounded 85 to 90 percent 
of the information and annual reports to have impounded the remaining 10 to 15 
percent.
Alternatively, Ball and Brown (1968) obtained results from the regression model 
with cash flow, approximated by operating income, as income. The authors found cash 
flow less accurate than earnings per share in predicting the signs of stock return 
residuals.
Beaver (1968) conducted one of the initial studies on the association between 
earnings and security returns. Beaver did not design this study to test for the 
association of cash flow with security returns, but accounting researchers have 
continued to use methodologies to measure informational value.
Beaver (1968) studied investor reactions to earnings announcements to determine 
the information content in such announcements. He concentrated on volume and price 
movements of common stocks in the weeks surrounding the announcement date, 
hypothesizing that such movements indicate the presence of information in the 
announcements.
Beaver based his 1968 study on a sample of 143 firms over the 1961 through 
1965 period. He defined the report period as the 17-week period surrounding an
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announcement date (eight weeks before and after the week of an announcement) and 
the nonreport period as that portion of the 261-week study period not included in any 
17-week report periods3.
Beaver (1968) found that the mean volume during week zero of the report 
period exceeded the nonreport period mean by 30 percent and the mean volume in the 
weeks prior to the announcement by 40 percent. His results agreed strongly with the 
contention that earnings announcements had information content.
J Beaver based his model to capture volume movement on the following 
regression:
Vjt = aj + biVmt +  eit,
where
Vit equaled the average daily percentage of firm I's outstanding shares traded during 
week t, and
Vmt equaled the average daily percentage of all New York Stock Exchange firms' 
outstanding shares traded in week t.
Beaver obtained estimates of aj and bj from linear regressions over the nonreport period.
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Beaver based his 1968 price analysis on the market model developed by Sharpe4 
(1963). The magnitude of the price changes in week zero exceeded the average during 
the nonreport period by 67 percent. Above-average price changes in the week 
immediately prior to the announcement may have reflected information leakage. Above 
normal activity also occurred for two weeks after the announcement, while investors 
evaluated the annual reports. Again, the evidence strongly suggested that earnings 
reports possessed informational value.
Beaver and Dukes (1972) examined the association between alternative earnings 
measurements and security returns. Three measures were examined: earnings as 
currently reported (deferral earnings), earnings before the tax deferral entries 
(nondeferral earnings), and cash flow. Earnings before deferral were estimated by 
adding the change in the balance sheet deferral account to earnings as currently 
reported. Cash flow was computed by adding depreciation, depletion and amortization 
to earnings before any tax deferral. The authors examined cash flow because of the 
contention by many that changes in cash flow provided a better indication of wealth
4 Sharpe’s market model:
Rit = + biR™ + ft*.
where
aj represented a constant term determined by the regression, 
b; represented the computed historical beta for security I,
Rit measured the price change of security I during period t,
Rmt measured average price change during the time period t for 425 industrial New 
York Stock Exchange firms, and 
frit served as a random error term.
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changes. Attempts by the accountant to measure depreciation and tax charges did not 
obscure cash flow (Staubus, 1965).
Beaver and Dukes’ (1972) study covered 123 New York Stock Exchange firms 
over the period from 1963 through 1967. They employed five different expectations 
models in deriving their results. With respect to the three alternative accounting 
measures, deferral earnings had the highest degree of association with security prices; 
nondeferral earnings had the next highest association, and cash flows had the lowest. 
Deferral and nondeferral earnings exhibited pronounced differences in associations with 
security returns; nondeferral earnings and cash flow produced only small differences.
Patell and Kaplan (1977) based their definition of cash flow on working capital 
from operations and attempted to control for earnings and test for the incremental 
information provided by operating cash flow. The high correlation between earnings 
and cash flow in their study made it difficult to isolate the incremental effects of either 
variable. While this is not a significant study, the subject of the study was subsequently 
adressed by several others.
Beaver, Griffin, and Landsman (1982) performed a cross-sectional regression 
analysis with raw returns as the dependent variable and cash flow (Beaver and Dukes 
definition5) and earnings as independent variables. The cash-flow variable had a 
significant coefficient and added explanatory power to the earnings variable.
5 Cash flow was computed by adding non-cash expenses to earnings before any 
tax deferral.
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The somewhat contradictory findings in the preceding studies derived in part 
from the measure used for cash flow. Using factor analysis, Gombola and Ketz (1986) 
found that cash flow measured as net income plus depreciation correlated highly with 
earnings-based return ratios. However, with cash flow computed as net income plus 
adjustments for both current accruals and depreciation, cash flows formed a factor 
distinct from return ratios. These results indicated that the relative information content 
o f unexpected cash flows and unexpected earnings may have depended on whether the 
measurement of operating cash flows included an adjustment for current accruals.
Bariev and Livnat (1986) investigated the relationship between statements of 
changes in financial position and security prices. They used path analysis, and their 
results indicated that the uses of funds affected the rates of return on securities. The 
authors also found that sources of funds had negative direct effects on rates of return, 
but they had an overall positive relationship with the rates of return. The indirect 
effects of sources of funds on security prices explained these results. They traced the 
indirect effects to the uses of funds which had positive relationships with rates of 
return.
The implications of Bariev and Livnat’s (1986) study are as follows:
1. Their methodology made it possible to identify the set of financing and 
investing decisions that had the greatest association with security prices.
2. Assessments of the association between accounting signals and security 
prices should place more emphasis on the economic activities that the signal summarizes 
and not on the signal itself. A signal like earnings or funds from operations may have
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a negative direct effect on security prices; its total positive effect should accrue from 
the indirect effects on a set of investment decisions by the firm.
Patell and Kaplan (1977) were unable to control for earnings in measuring the 
incremental information content of operating cash flow. Wilson (1987) had more 
success in this respect. He investigated whether the accrual and funds components of 
earnings had incremental information content beyond earnings.
Wilson (1987) had observed that earnings and revenues appeared in the Wall 
Street Journal before the annual report's release date, and he alleged that this might 
have affected the information content of annual reports. Wilson argued that since 
earnings annual reports contained both accrual and funds components, researchers could 
measure any incremental information in the two components directly. He further 
argued that contemporaneous treatment of releases would preclude direct measurement 
(i.e., Patell and Kaplan). To test his arguments, Wilson (1987) study measured stock 
returns over the nine-day period surrounding the release of annual reports in 1981 and 
1982 for 300 firms; the study also measured new information about the cash and 
noncash components of earnings released at that time. Wilson found evidence of an 
association between the stock returns and the new information. This result implied that 
at least one of these components had information content. After controlling for 
earnings, he found precisely the same incremental information for the cash and noncash 
components. Wilson concluded from his results that, for a given amount o f earnings, 
the market reacted more favorably to increases in cash flow and decreases in current 
accruals. Wilson (1987) found another relationship of vital importance to this study.
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He detected information content for cash from operations, but not for working capital 
from operations. This finding might explain why others who used funds variables that 
correlated closely with earnings (e.g ., working capital from operations) had not found 
that funds had incremental information content.
Wilson (1986) produced a follow-up to his 1987 study that was published before 
the original study. He investigated the incremental information content o f accruals 
beyond cash flows. He had hypothesized about the extraction of cash and noncash 
component information from earnings on announcement dates. Additionally, he had 
linked the association between stock returns and component information at the earnings 
announcement to the association between stock returns and component information at 
the annual report's arrival at the SEC. The results confirmed Wilson's (1987) finding 
that the cash and total accrual components of earnings had incremental information 
content beyond earnings. Additionally, Wilson found that the total accrual component 
of earnings had information content beyond the cash component.
Rayburn (1986) also investigated the association of operating cash flow and 
accruals with security returns. Using time-series and naive models to estimate 
expectations for the years 1962 through 1982 for 175 sample firms, she obtained results 
that supported the association of both operating cash flow and aggregate accruals with 
abnormal returns. Her study defined operating cash flow as accounting earnings before
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extraordinary items, plus the accrual adjustment for depreciation, the change in deferred 
taxes, and the change in working capital6.
Bernard and Stober (1989) produced evidence that contradicted the findings of 
Wilson (1987, 1986) and Rayburn (1986). Their overall test period, from 1977 to 
1984, included-but extended—Wilson's test period. They found no evidence of the 
simple relation observed by Wilson in his two-quarter test period. They then examined 
progressively more contextual models of the implications of cash flows and accruals. 
These models also had no success in explaining stock price behavior around the release 
of detailed financial statements. They concluded that either (1) too highly contextual 
security price reactions precluded parsimonious modeling, or (2) important uncertainties 
about the contents of financial statements reached resolution prior to their public 
release.
Atchison and Sanborn (1989) attempted to build an abrading model to test the 
usefulness of cash-flow information. The results of their study strengthened the 
contention that cash-flow data provided useful economic information to investors.
Specifically, Atchison and Sanborn (1989) tested an investment strategy of 
forming portfolios based on growth rates for earnings, dividends, and cash flow from 
operations. They first tested the impact of earnings growth alone on the investment 
decision, and they then added dividend and cash-flow growth data. Adding dividend
6 Rayburn cautioned others not to extend her results to other measures of cash 
flow; since her sample consisted of large firms, she also stressed that the results might 
not generalize to smaller firms.
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growth to earnings resulted in significant differential returns, thus indicating an 
incremental information benefit from dividend information. Adding cash flow to 
earnings growth did not result in significant differential returns. However, combining 
cash flow and dividend growth with earnings growth increased differential returns 
significantly over and above those found from dividend growth alone in the trading 
model. This indicated an incremental benefit from cash-flow data used in conjunction 
with dividend data.
Charitou and Ketz (1990) developed a cross-sectional equity valuation model to 
examine the incremental information content of earnings and cash flow in the 
marketplace. They used a sample of retail firms for the 1980 to 1983 period. Their 
results indicated that (1) operating earnings had valuation content beyond operating cash 
flows, (2) operating cash flow did not have valuation content beyond operating 
earnings, and (3) the components of earnings--namely operating cash flows and 
accruals—provided the same information in the market about future expected cash 
flows. With earnings in the model, no other asset flow measure had valuation content; 
with cash flow in the model, the various accruals did have valuation content. The 
authors concluded that cash flow alone provided no valuation content.
With regard to the information of aggregate accruals beyond operating cash 
flow, Charitou and Ketz (1990) produced results similar to those provided by Wilson 
(1987, 1986) and Rayburn (1986). Their results also showed that the components of 
the aggregate accruals (e.g., short-term and long-term accruals) had incremental
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information content beyond cash flows. Wilson and Rayburn had provided evidence 
with respect to short-term accruals only.
Many of the above studies examined different time periods and different 
samples. They used a variety of different methods and minor variations in definitions 
of flow measures, yet they generated generally similar conclusions; cash flow differed 
statistically from income and working capital provided by operations.
Bariev and Livnat (1990) studied the information content o f funds statement 
ratios. Their empirical results indicated that funds statement ratios had incremental 
information content. Moreover, funds statement ratios seemed to correlate more 
closely with security returns than traditional ratios based on the balance sheet and 
income statement.
Livnat and Zarowin (1990) examined whether components of operating, 
financing, and investing cash flows associated differentially with annual security 
returns. Their studies indicated that disaggregation of net income into cash flow from 
operations and accruals did not contribute significantly to the association with security 
returns beyond the contribution of net income alone. However, further disaggregation 
of financing and operating cash flows into their components significantly improved the 
degree of association, as predicted by accounting theory. In contrast, they found no 
evidence of differential associations across components of investing cash flows.
Abarbanell and Bernard (1992) examined whether security analysts underreacted 
to earnings information and whether any such behavior could explain stock price
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movements. They concluded that security analysts' behavior, at best, provided only a 
partial explanation for stock price movements.
Kim and Verrecchia (1994) examined whether the public disclosure of 
accounting data provided the most capable market participants and traders with private 
information through their information processing activities. They could process that 
information before other market participants who did not follow a particular firm as 
closely. This created information asymmetry between the traders and the other market 
participants. They had expected increased trading at the time of disclosure, and their 
study found that volume increased.
Dechow (1994) investigated circumstances of accruals predicting improved 
earnings and firm performance, as reflected in stock returns. She concluded that over 
short measurement intervals, earnings associated more strongly with stock returns than 
with cash flows.
Dechow also concluded that earnings had a higher association with stock returns 
than cash flows for firms experiencing large changes in working capital requirements, 
investment activities, and financing activities. Under those conditions, cash flows had 
more severe timing and matching problems and less likelihood of reflecting firm 
performance.
Clubb (1995), who studied the association between accounting information and 
security returns in the United Kingdom, had results closely resembling those of Dechow 
(1994). Clubb concluded that accounting earnings data possessed information content
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beyond that supplied by cash-flow data alone. He also found only weak support for the 
usefulness of cash-flow data to investors.
Ali and Pope (1995) investigated the incremental information content of three 
accounting performance measures for United Kingdom firms: earnings, funds flow, 
and cash flow. They concluded that all three performance measures had explanatory 
power for stock returns. They also concluded that earnings, funds flow, and cash flow 
had incremental information content.
Bamber and Cheon (1995) examined the extent to which accounting data 
announcements generated heavy trading but minimal price reaction, or vice versa. 
They concluded that trading volume reacted more than prices when an announcement 
generated differential belief revisions among individual investors. They also observed 
differential reactions relative to announcement-specific characteristics.
Sloan (1996) investigated whether stock prices reflected information contained 
in the accrual and cash-flow components of current earnings. Sloan concluded that the 
persistence of earnings performance depended on the relative magnitudes of the cash 
and accrual components of earnings. Additionally, he concluded that stock prices acted 
as if investors had failed to identify correctly the different properties of these two 
earnings components.
Bamber, Barron, and Stober (1996) investigated the association between 
disagreement coincident with earnings announcements and investors' trading decisions. 
They concluded that three different aspects of investor disagreement played a role in 
explaining trading volume around earnings announcements: dispersion in prior beliefs.
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or expectations before the earnings announcement; divergence in beliefs, or changes in 
the dispersion in beliefs; and belief jumbling, or investors' beliefs changing positions 
relative to each other.
Jeong and Sen (1996) provided a trade model whereby investors of differential 
ability diversely interpreted information announcements, leading to more trading and 
less liquidity around the announcements. Jeong and Sen concluded that investors 
differed in interpreting the magnitude and permanence of any earnings surprise. These 
differences caused investors to arrive at different firm values, even though they used 
the same valuation model and announcement information. The different beliefs induced 
trading among investors.
Table I summarizes in chronological order the above-cited empirical research 
on the association between cash flow and security returns.
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Table 1
Empirical Research on the Association Between Accounting 
Data and Security Returns and Volume
AUTHOR (DATE) SUBJECT RESULTS
Ball and Brown (1968) Usefulness of 
information in annual 
reports
Cash flow not as 
successful as e.p.s. in 
predicting signs of stock 
return residuals





Beaver and Dukes 
(1972)
Association of alternative 
accounting methods of 
measuring earnings with 
security returns
Deferral earnings has 
highest degree of 
association with security 
returns, followed by 
nondeferral earnings and 
cash flow
Patell and Kaplan (1977) Incremental information 
provided by operating 
cash flow
High correlation 
between earnings and 
cash flow made isolation 
of cash flow's 
incremental effects 
difficult
Beaver, Griffin, and 
Landsman (1982)
Cross-sectional study of 
cash flow's association 
with raw returns
Coefficient of cash-flow 
variable was significant
Gombola and Ketz 
(1986)
Factor analysis of cash 
flows and earnings-based 
return ratios
Cash flows computed as 
net income plus 
adjustments for current 
accruals and depreciation 
formed factor distinct 
from return ratios
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AUTHOR (DATE) SUBJECT RESULTS
Bariev and Livnat (1986) Path analysis of 
relationship between 
statement of changes in 
financial position and 
security prices
Uses of funds affect 
rates of return on 
securities
Wilson (1987) Whether accrual and 
funds components have 
information content 
beyond earnings
Market reacts more 
favorably to increases in 
cash flow and decreases 
in current accruals
Wilson (1986) Incremental information 
content of accruals 
beyond cash flows
Cash and total accrual 
components of earnings 
have information content 
beyond earnings
Rayburn (1986) Association of operating 
cash flow and accruals 
with security returns
Results support the 
association of both 
operating cash flow and 
aggregate accruals with 
abnormal returns
Bernard and Stober 
(1989)
The amount of 
information in cash flows 
and accruals
Findings are 
contradictory to those of 
Wilson (1987b, 1986a) 
and Rayburn (1986)
Atchison and Sanborn 
(1989)
Usefulness of cash-flow 
information in a trading 
model
Strengthened contention 
that cash-flow data 
provides useful 
economic information to 
investors
Charitou and Ketz 
(1990)
Cross-sectional equity 
evaluation model used to 
evaluate information 
content of earnings and 
cash flow
Operating cash flow 
does not have valuation 
content beyond operating 
earnings
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AUTHOR (DATE) SUBJECT RESULTS
Bariev and Livnat (1990) Information content of 
funds statement ratios
Funds statement ratios 
more highly correlated 
with security returns 
than traditional 
earning-based ratios
Abarbanell and Bernard 
(1992)
Impact of security 




security analysts to 
earnings announcements 
has little or no effect on 
stock returns
Kim and Verrecchia 
(1994)
Whether traders gain 
private information from 
disclosure of accounting 
data
Typical increase in 
trading volume at time 
of disclosure is 
consistent with theory
Dechow (1994) Whether accruals have 
information content 
beyond cash flows, as 
reflected in stock prices
For short measurement 
intervals, earnings are 
more strongly associated 
with stock returns than 
cash flows
Clubb (1995) Association between 
accounting information 





beyond that supplied by 
cash-flow data alone. 
Weak support for the 
usefulness of cash-flow 
data to investors
Ali and Pope (1995) Incremental information 
content of earnings, 
funds flow, and cash­
flow data found in 
accounting data of United 
Kingdom firms
All three performance 
measures have 
explanatory power for 
stock returns and possess 
incremental information 
content
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AUTHOR (DATE) SUBJECT RESULTS
Bamber and Cheon 
(1995)
Extent to which 
accounting data 
announcements generate 
heavier trading but 
minimal price reaction, 
or vice versa
Trading volume is likely 
to be high relative to 





Sloan (1996) Whether stock prices 
reflect information 
contained in the accrual 
and cash components of 
earnings
Persistence of earnings 
depends on the relative 
magnitude of each. 
Investors fail to identify 
correctly the different 
properties of each








Dispersion in prior 
beliefs, divergence in 
beliefs, and belief 
jumbling each play an 
incremental role in 
explaining trading 
volume around earnings 
announcements
Jeong and Sen (1996) Why trading volume is 
affected by information 
announcements
Investors differ in 
interpreting how much 
of any earnings surprise 
is permanent or 
transitory, leading to 
differential firm 
valuations, and inducing 
trading among investors
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Empirical Research on the Distinction Between 
Cash Flow, Working Capital, and Earnings
Bowen, Burgstahler, and Daley (1986) examined relationships between earnings 
and various cash-flow measures. They found relatively high correlations between 
working capital from operations and earnings measured as first differences or 
percentage changes; they found relatively low parallel correlations between cash flow 
and earnings. They found similarities between earnings and working capital from 
operations-as well as substantial differences between cash flow and earnings—for most 
companies.
Thode, Drtina, and Largay (1986) studied the extent to which income from 
continuing operations and working capital from operations proxied cash flow from 
operations for the Standard and Poor's 400 Industrials. They concluded that cash flow 
from operations did not systematically relate to other conventional performance 
measures.
Finger (1994) found that earnings significantly predicted future earnings for 
most of her sample firms and that cash flow predicted short-term cash flow better than 
did earnings. Her evidence indicated that earnings helped predict future earnings and 
cash flow, but they did not support the FASB (1978) statement that earnings served as 
a better predictor of cash flow than did cash flow.
Lorek and Willinger (1996) examined the predictive capability of cash-flow 
data. Their results supported the FASB position that the inclusion of earnings and 
accrual accounting data could improve cash-flow prediction.
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Rationales for the Difference Between Cash Flow.
Working Capital, and Earnings
Hawkins (1987) presented an argument for cash-flow measures possibly having 
incremental information content. He stated that various factors, including generally 
accepted accounting principles promulgated in the 1960s and 1970s, had the effect of 
moving accrual income further away from operational cash flow. The requirement of 
accrual accounting for pensions, interperiod income tax allocation, recognition and 
amortization of combination goodwill, and accrual of undistributed subsidiary earnings 
all could have affected on reporting entities.
Franz and Thies (1988) presented other factors which they believed 
differentiated cash flow, working capital, and income from operations. They suggested 
that periods of inflation and business expansion or contraction could affect the 
difference between such measures. The authors found that while cash flow and income 
from operations grossly correlated, they progressively diverged over time. Their 
findings suggested that Opinion No. 19 may have resulted in a misleading heterogeneity 
of funds-flow data, cross-sectionally among companies which adopted different 
definitions, as well as intemporally for companies which changed the definition 
employed over time. Opinion No. 19 had allowed considerable discretion in the 
definition of accounting flow measures for the statement of changes in financial 
position; they believed that it addressed this problem by requiring more-and more 
uniform-disclosure of cash-flow data.
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Other Empirical Research
Koh and Collins (1987) found that the majority (54.7 percent) of the firms that 
they studied used a working capital basis in 1985. Their results indicated that size had 
a significant impact on the definition of funds used. They found that 18.8 percent of 
large companies with at least $2 billion in total assets used the working capital basis, 
while 79.9 percent of small companies with less than $100 million in total assets used 
the working capital basis. This finding supported their hypothesis that companies may 
have elected to follow tradition, thereby avoiding the costs of converting to the cash 
definition of funds. This possibility inferred that large companies had the resources and 
expertise to switch to the cash basis easily and quickly. Small companies, however, 
may have found the cost of switching to the cash basis too great and not offset by 
possible benefits.
Koh and Collins (1987) also found that firms’ definitions of funds significantly 
depended on the industry grouping. They found that three industries used the working 
capital basis most: apparel and textiles (80 percent), leather (77 percent), and
nondurable wholesale (77 percent). They had no rationale for this result. They also 
found that the definition of funds depended significantly on the auditing firm engaged 
by the company. While 76 percent of the companies audited by non-Big Eight auditing 
firms used the working capital basis, only 52 percent of the companies audited by Big 
Eight firms did so. Percentages also differed widely among Big Eight firms.
Ismail and Kim (1989) found that cash flows possessed incremental information 
content in the context of explaining market risk. Their results indicated that cash-flow
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risk measures (betas) provided incremental explanatory power over that provided by an 
earnings risk measure (beta) relative to variability in the market beta. Their results 
implied that with respect to market risk, the information in accrual earnings appeared 
as a subset of the broader set o f information contained in the cash flows.
Concluding Remarks 
The literature reviewed in this study supported the assertion that the definition 
of funds employed in an analysis affected the information content of funds-flow 
statements. The literature also supported the hypothesis that cash flows had a 
significant incremental information value over and above that found in earnings and 
working capital.
It seems reasonable to conclude that size, to some degree, influenced firms' 
willingness to adopt the cash and cash equivalents definition of funds. Cost 
considerations may have made smaller firms reluctant to switch from an alternative 
definition of funds to the cash and cash equivalents definition now required by FASB 
Statement No. 95.
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CHAPTER III
HYPOTHESES, MODELS, AND METHODOLOGIES
Introduction
This study attempts to determine whether statements of changes in financial 
position contain incremental information for those companies using the cash and cash 
equivalents definition of funds. This chapter discusses the hypotheses, models, and 
methodologies utilized in making this determination.
Hypotheses
This study has examined the following hypotheses:
H0: Funds statements that incorporate the cash and cash equivalents funds 
definition contain no incremental information when compared with funds statements 
that use an alternative (no longer applicable) funds definition.
Ha: Funds statements that incorporate the cash and cash equivalents funds 
definition do contain incremental information when compared with funds statements 
that use an alternative (no longer applicable) funds definition.
41
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Research Steps
The following paragraphs detail the data sources and procedural steps utilized 
in testing these hypotheses:
1. The Compustat data base served as the source of information for selecting 
sample firms. The initial sample included all industrial firms—sorted by funds 
definition criteria—that prepared statements of changes in financial position for fiscal 
years ending during any year from 1983 through 1987.
2. The CRSP tapes provided a list of New York Stock Exchange firms with 
return and volume data for any portion of the period from 1983 through 1987. Firms 
without sufficient CRSP data for computing an annual beta for the one-year period 
preceding the event date were rejected.
3. Firms on both lists—and with available financial statement release dates— 
qualified for inclusion in the sample. The WRKD index located in the Public Reference 
Room of the SEC in Washington, District of Columbia, served as the source of 
financial statement public release dates. The study defined the release date as the one 
on which the firm filed its Form 10-K with the SEC.
4. After dividin- the remaining firm data into test and control samples by funds 
definition and by reporting year, the research process pair-matched control sample firms 
with test sample firms on the basis of size, risk, and industry. The final samples ranged 
in size from 165 for the 1987 sample year to 256 for the 1984 sample year. The 
models were used to compute expected returns for the firms in both samples for the 
event date and the three trading days before and after the event date. Return prediction
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errors (return residuals) for each firm were computed by subtracting predicted returns 
from actual returns; tests of significance on the return residuals for each sample were 
performed, and the results of the tests of each sample were compared.
5. Regressions over the period not included in the event window produced the 
expected trading volumes for the event date and the three trading days before and after 
the event date. This study defined expected trading volume as both the number of 
shares traded and the percentage of shares traded on a given day.
6. Volume prediction errors (volume residuals) for each of the firms in the 
samples were computed by subtracting predicted trading volume from actual trading 
volume.
7. As final steps in the procedure, the models prepared tests of significance on 
the volume residuals for each sample and compared the tests for each sample.
Methodology 
Return Analysis
Patell (1976) developed the event analysis methodology used in this study, and 
Dodd and Warner (1983) popularized it. Henderson (1990) published an excellent 
summary of the event analysis methodology employed. Additionally, the study adopted 
the semi-strong form of the Efficient Markets Hypothesis that assumed quick security 
price assimilation of any public information. Therefore, prediction errors (residuals) 
should have equaled zero. However, unexpected information releases concerning 
security returns could have created abnormal returns for a short period.
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The single index market model, written as follows, estimated expected returns. 
Model 1: R* =  +  ejt,
where
Rjt equaled the rate of return of firm j on day t, 
equaled alpha, an intercept estimated by the equation, 
pj equaled beta, the sensitivity of security j to the return on the market, 
equaled the rate o f return for the market index on day t, and 
ejt was an error term.
This study utilized the single index market model that Brown and Warner (1985) had 
found to perform as well as more complicated approaches. The value-weighted CRSP 
index served as a proxy for market returns (RnJ. The methodology based beta 
estimates on an estimation period of 100 days preceding the observation period, and the 
study defined the event date as the day the public first received the information.
The prediction error (PE) for a firm equaled the actual return minus the 
expected return:
PE, -  R, - (a, +  f tR J
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Trading Volume Analysis 
The trading volume analysis employed the regression model developed by 
Beaver (1968):
Models 2 and 3: Vjt =  ^  +  PjVmt +  ejt
where
Vjt equaled the number of shares traded on a given day in Model 2, and the percentage 
of shares traded on a given day in Model 3.
aj equaled alpha, an intercept estimated by the regression,
Pj equaled beta, the sensitivity of firm j to the level of trading volume in the market, 
Vmt equaled the level of trading volume for all firms in the market, and 
6jt was an error term.
Estimates of otj and Pj were derived from linear regressions over the 100 trading 
days preceding the observation period. The following equation computed residual 
analysis for the report period:
6 jt =  V jt -  « j  -  P jV ml 
Summary
This study used two samples ranging in size from 165 to 256 firms for each of 
the five years preceding the implementation of FASB Statement No. 95. The study 
sought to determine whether financial statements that express funds as cash and cash
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equivalents contained incremental information. One sample consisted of firms using 
the cash and cash equivalents definition of funds as mandated by FASB Statement No. 
95. With the exception of the firms’ choice of funds definition, the samples matched 
on the bases of size, risk, and industry.
The study employed event analysis methodology to determine the stock return 
and volume reaction to the public release of financial statements. The dates of 10-K 
filing with the SEC defined the dates of public release. The next chapter reports the 
results of the study and interprets the findings in relation to the research hypotheses.
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CHAPTER IV
RESEARCH RESULTS
This study utilized two samples for each year from 1983 through 1987. One 
sample consisted of firms using the working capital definition of funds, and the other 
sample consisted of firms using the cash and cash equivalents definition of funds. The 
samples matched on the basis of size, industry, and risk. Table 2 details sample sizes 
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Tests of Expected Returns
Three models tested incremental information content. The single index market 
model (Model 1) yielded an estimate of expected returns around and on the event date. 
The prediction error for a firm equaled the actual return minus the expected return.
Investors could have viewed any incremental information content gained from 
a sample firm's funds statement either positively or negatively. This precluded 
hypothesizing the direction of return prediction errors for the sample firms. Firms with 
incremental information viewed positively should have had positive prediction errors, 
and firms with incremental information viewed negatively should have had negative 
prediction errors. When combined, the prediction errors should have, to some degree, 
offset one another.
The results of the statistical tests of return prediction errors confirmed this 
expectation. The three days preceding the event date, the event date, and the three days 
after the event date contained no consistently significant prediction errors for either cash 
and cash equivalents firms or for working capital firms. Table 3 shows the results for 
each sample year and each event window date.
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Tests of Expected Return Prediction Errors
DAY/
YEAR
CASH AND CASH 
EQUIVALENTS
W ORKING CAPITAL
t statistic Prob. >  t t  statistic Prob. >  t
-3 83 -0.3371997 .7363 +0.6897212 .4911
-3 84 -1.0607317 .2898 -0.7034104 .4824
-3 85 +0.7623719 .4466 +0.1636506 .8701
-3 86 -9.7089965 .4791 +0.6654328 .5065
-3 87 +  1.1030339 .2717 -0.8811072 .3796
-2 83 +0.5816812 .5614 +  1.0091034 .3141
-2 84 -0.5658650 .5720 +0.5039828 .6147
-2 85 +0.5290724 .5972 +0.4495266 .6535
-2 86 +0.7089965 .4791 +2.8329234 .0051
-2 87 -1.5731335 .1177 -0.4576012 .6485
-1 83 +0.2557599 .7984 -0.7680824 .4433
-1 84 -0.3126897 .7548 -0.4701213 .6387
-1 85 -0.0288519 .9770 -0.1972180 .8438
-1 86 -0.4993117 .6258 +0.7352574 .4630
-1 87 +0.2160065 .8293 +  1.9199865 .0566
0 83 -0.2647158 .7915 +  1.4245742 .1588
0 84 -0.2038513 .8386 +0.5387198 .5906
0 85 -2.5053580 .0129 +0.5444821 .5866
0 86 +0.1586537 .8741 +0.5366390 .5921
0 87 +0.1954508 .8453 -0.4916188 .6237
+  1 83 +0.3074115 .7588 -2.1070974 .0363





CASH AND CASH 
EQUIVALENTS
WORKING CAPITAL
t statistic Prob. > t t statistic Prob. >  t
+  1 84 +0.0888641 .9293 -0.1547590 .8771
+  1 85 -0.6647726 .5068 +0.2443994 .8071
+  1 86 -0.7538840 .4518 -1.5096923 .1326
+  1 87 +0.1954508 .8453 -1.5096923 .3018
+2 83 +  1.1658685 .2450 +  1.2788986 .2023
+2 84 -1.6578303 .0986 +  1.2342840 .2182
+2 85 -0.1141985 .9092 +  1.1010278 .2720
+2 86 +  1.1506035 .2512 -0.3539764 .7237
+2 87 -0.0790482 .9371 +0.1974308 .8437
+3 83 +  1.3385164 .1822 -0.9202086 .3585
+3 84 +0.3878023 .6985 -2.2636537 .0244
+3 85 +0.2681691 .7088 +0.3493905 .7271
+3 86 -0.5658284 .5721 -1.1418699 .2548
+3 87 0.9937239 .3219 +0.3147341 .7534
Tests of Expected Volume 
Model 2 predicted trading volume in shares. The volume prediction error for 
each firm was computed as actual trading volume minus expected volume.
The results contained prediction errors significant at the . 10 level for the cash 
and cash equivalent firms, with significant prediction errors at the . 10 level for the day 
before the event date in each of the five years. Data for other days in the event window
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did not produce consistently significant results for either the cash and cash equivalents 
firms or the working capital firms. However, the cash and cash equivalents firms 
generally had less probability o f a greater |t |.  Table 4 shows the results of the 
statistical tests of volume prediction errors for the second model for each sample year 
and each window event date.
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Tests of Expected Volume Prediction Errors
DAY/
YEAR
CASH AND CASH 
EQUIVALENTS
WORKING CAPITAL
t statistic Prob. >  t t statistic Prob. >  t
-3 83 -1.1186025 .2646 +  1.0071719 .3150
-3 84 +0.5448191 .5864 +0.1006597 .9199
-3 85 +  1.2774855 .2027 +0.3150615 .7530
-3 86 +2.1945811 .0293 +0.9927241 .3220
-3 87 -0.5819416 .5614 -2.7805417 .0061
-2 83 -1.0957740 .2744 +  1.5941435 .1124
-2 84 -0.2912116 .7711 -1.1872432 .2362
-2 85 +  1.8251876 .0692 +0.4268816 .6699
-2 86 +  1.3822639 .1684 +2.1719220 .0310
-2 87 -2.1039697 .0369 -2.7248619 .0071
_ I 83 -1.9065701 .0579 +  1.7069704 .0893
_ { 84 -1.7847881 .0755 -0.8149956 .4150
_ 1 85 +2.0579152 .0407 +0.4931993 .6223
_ 1 86 +  1.6756154 .0953 +0.1546768 .8772
.  1 87 -2.4077522 .0172 +2.4876618 .0139
0 83 -0.9963104 .3202 +0.9445341 .3460
0 84 -1.8486043 .0657 -1.9516775 .0521
0 85 +  1.1226429 .2627 +0.8673077 .3866
0 86 +0.7993369 .4250 +0.2923013 .7703
0 87 -3.4282209 .0008 -1.9163894 .0571
+  1 83 -2.3871371 .0179 +0.8310004 .4069
+  1 84 -1.8613866 .0638 -1.5792227 .1155





CASH AND CASH 
EQUIVALENTS
WORKING CAPITAL
t  statistic Prob. > t t statistic Prob. > t
+  1 85 -0.5149213 .6071 -0.0013412 .9989
+  1 86 +2.2597900 .0249 -0.6226847 .5342
+  1 87 +  1.6237862 .1064 -3.0664667 .0025
+2 83 -0.1871997 .8517 -0.0661854 .9473
+2 84 +0.2369606 .8129 +0.2897428 .0722
+2 85 +0.5913024 .5549 -0.6549226 .5132
+2 86 +  1.0595754 .2905 +0.2554644 .7986
+2 87 -1.8441363 .0670 -1.2368290 .2179
+3 83 +0.7298726 .4633 -0.1865945 .8522
+3 84 -0.3043085 .7611 -1.0043483 .3162
+3 85 +  1.2465547 .2138 -0.5832422 .5603
+3 86 +  1.5582304 .1207 +  1.2347450 .2183
+3 87 -2.8141719 .0055 -1.9923880 .0480
Analysts and the financial press had potential access to each financial statement 
on the day preceding its filing with the SEC. Consistent significance at the . 10 level 
for the cash and cash equivalent firm data on this date provided a possible basis for 
rejecting the null hypothesis.
Data from the cash and cash equivalents sample had significance at the . 10 level 
on 15 of the 35 event window days over the five-year period; data for the working 
capital sample had that level of significance on only nine days. While inconclusive, this
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gave some credence to the view that cash and cash equivalent firms' financial 
statements contained more incremental information than did those of the working capital 
sample firms.
This had led to the expectation that the results for 1987 would show significance 
on many of the event window days. The beta estimation period for many firms 
included October, 1987, the month of the stock market crash.
Model 3 was used for testing expected volume as percentages rather than 
expected volume in shares. This model should have produced results less biased toward 
larger firms because of equal weighting for each firm. The model for computing the 
expected volume percentage differed from the second model only because it expressed 
expected volume as the percentage of the outstanding shares traded on that date. The 
volume prediction error equaled the difference between the actual volume percentage 
and the expected volume percentage. Table 5 gives results for the third model.
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Table 5




CASH AND CASH 
EQUIVALENTS
WORKING CAPITAL
t statistic Prob. > t t  statistic Prob. >  t
-3 83 -1.2761442 .2033 0.3617306 .7179
-3 84 0.3307650 .7411 -0.5817952 .5612
-3 85 0.0016443 .9987 -0.5986426 .5500
-3 86 1.9957081 .0473 1.0271078 .3058
-3 87 0.4245966 .6717 -1.4190367 .1578
-2 83 -1.1651974 .2453 0.8551400 .3934
-2 84 -1.9003805 .0585 -1.2473644 .2134
-2 85 0.6431832 .5207 0.6119022 .5412
-2 86 1.1901907 .2353 1.0250674 .3065
-2 87 -2.7926126 .0059 -0.3790933 .7051
-  1 83 -1.0195873 .3091 1.3980422 .1636
.  1 84 -0.5604052 .5757 -0.8717927 .3841
_ 1 85 1.5186654 .1302 0.2491366 .8035
.  1 86 1.3266192 .1861 0.9513812 .3425
_ ] 87 -1.0909652 .2769 0.8701796 .3855
0 83 -2.3976137 .0174 0.2446005 .8070
0 84 0.5434364 .6151 -1.2079564 .2282
0 85 1.9549329 .0518 1.0353979 .3015
0 86 0.8247590 .4104 0.8117329 .4179
0 87 -1.2661814 .2073 0.8263940 .4098





CASH AND CASH 
EQUIVALENTS
W ORKING CAPITAL
t  statistic Prob. >  t t  statistic Prob. >  t
+  1 83 -1.7545141 .0808 1.5154000 .1312
+  1 84 0.2334447 .8156 -0.6734163 .5013
+  1 85 1.8125331 .0721 -0.5017321 .6163
+  1 86 1.3266192 .1861 0.7513965 .4532
+  1 87 -1.0909652 .2769 -4.2984262 .0001
+2 83 -2.6708650 .0082 1.7545099 .0808
+2 84 -0.1594294 .8735 0.2002797 .8414
+2 85 1.4665461 .1438 1.1361660 .2570
+2 86 1.3133674 .1902 0.9794722 .3285
+2 87 0.2118970 .8324 -0.6127237 .5409
+3 83 0.8492150 .3967 0.6966919 .4868
+3 84 1.1959925 .2328 -0.1852158 .8532
+3 85 1.3468880 .1793 0.3697088 .7119
+3 86 0.5235350 .6012 -0.6167390 .5381
+3 87 -2.4188223 .0167 -1.6682946 .0972
The test results for volume expressed as percentages did not reveal the same 
patterns of significance as the previous model that measured volume in shares. This 
may have indicated that the larger firms did, in fact, have a greater impact on the 
results.
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Equally weighting each firm in the sample may have removed bias toward larger 
firms, but it also may have masked the fact that analysts scrutinized larger firms more 
than they did smaller firms. With all firms subject to the same amount of scrutiny, the 
results of the third model may have more closely coincided with those of the second 
model.
As with the first model, firms in the cash and cash equivalents sample showed 
significance at the . 10 level for a greater number of days than did firms in the working 
capital sample. Although inconclusive, these findings partially supported the view that 
the cash and cash equivalents firms' financial statements contained more incremental 
information than those of working capital sample firms.
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CHAPTER V
SUMMARY, CONCLUSIONS, AND IMPLICATIONS 
FOR FUTURE RESEARCH
The definition of funds used in preparing a funds statement could have an impact 
on the decisions of financial statement users. This impact could result from computing 
excess returns and volume at the time the firm releases its financial statements and 
comparing them according to the definition of funds used.
In theory the cash and cash equivalents definition for a funds statement should 
produce greater information content than alternatively defined funds. FASB Statement 
No. 95 mandated the use of cash and cash equivalents definition to produce the funds 
statement.
The five years preceding the enactment of FASB Statement No. 95 served as 
the basis for this study. During that time, two definitions of funds prevailed: working 
capital and cash and cash equivalents. In 1983, the beginning of the five- year period 
for this study, the number of working capital firms exceeded the number of cash and 
cash equivalents firms. By the end of the period, however, cash and cash equivalents 
firms comprised a majority; and many firms had already chosen to use the new funds 
statement format mandated by FASB Statement No. 95.
58
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A combination of factors may have caused those firms to switch to the cash and 
cash equivalents definition of funds. Preparers of financial statements may have 
anticipated the cash and cash equivalents definition, and they already may have 
implemented the inevitable change. The perceived demand for cash-related data, also, 
may have contributed to their decision.
Summary of Methodology
This study developed samples of firms using the two prevalent definitions of 
funds, cash and cash equivalents and working capital, for each of the five study years. 
Data for all firms included in the sample must have appeared on both the CRSP and 
Compustat tapes during at least one of the five years. The CRSP tapes provided 
information about firms' returns and volume, while Compustat tapes provided 
information about the definition of funds firms used to prepare their funds statements. 
Additionally, the SEC's Work-Load Teleprocessing Display System had to provide the 
dates that the firms filed their Form 10-K's with the SEC.
The study matched samples according to their size, industry, and beta so that 
each year's sample contained an equal number of firms for the two funds definitions. 
The number of sample firms for each of the five years varied from 165 in 1987 to 256 
in 1984. The smaller sample for 1987 indicated a marked decrease in firms using the 
working capital definition of funds and an early adoption of the cash-flow statement by 
many firms.
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One event study model measured and tested statistical significance of the excess 
returns for the sample firms around their financial statement release dates. Similarly, 
two models measured and tested statistical significance of the sample firms' excess 
volume.
Two volume models measured volume. The first model measured volume in 
shares, and the second model measured volume as percentages of the outstanding shares 
traded.
Summary of Findings
The tests of excess returns showed no pattern of consistent statistical significance 
for either of the sample groups for any of the days around the financial statements 
release dates. The study design had anticipated this outcome; no one could hypothesize 
whether users perceived the information in the sample firms' funds statement as positive 
or negative. Therefore, positive excess returns may have canceled out negative excess 
returns.
The model that tested excess volume in shares did show one consistent pattern 
o f significance. On the day before financial statements filing with the SEC, excess 
volume of the cash and cash equivalents sample statistically differed from zero at the 
. 10 level of significance (or better) for all five years of the study. The same result did 
not occur in the working capital sample tests.
The model that tested excess volume as a percentage of the outstanding shares 
traded did not show the same patterns of significance. No consistent pattern of
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significance of excess volume occurred on any of the dajs  surrounding the release of 
the financial statements for either of the sample groups.
Conclusions
1. Excess returns had no statistical significance for either of the sample groups. 
The inability to hypothesize either positive or negative excess results for each sample 
firm likely led to this result.
2. Use of the cash and cash equivalents definition l» produce a funds statement 
did produce incremental information content for excess r-olume measured in shares. 
This contradicted the findings in the model for excess volume measured as percentages 
of outstanding shares. This may have occurred because of the greater scrutiny applied 
to larger firms and the heavier weighting that measured excess volume in shares.
Limitations of the Study 
The samples used in this study may have suffered from self-selection bias since 
each firm chose its own definition of funds. Some researchers have controlled this 
limitation by including firms not affected by a pronouncement under investigation. 
This study, however, could not do that because all firms had to prepare a funds 
statement, and they had freedom to choose any acceptable definition of funds prior to 
implementation of FASB Statement No. 95.
Additionally, confounding events could have impacted the events selected. For 
example, many of the event days in the 1987 showed significance, but the beta
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estimation period for the 1987 sample firms generally included the May, 1987, stock 
market crash on that date that may have distorted the 1987 beta estimates.
This study used an estimation period of 100 days prior to the event window to 
calculate firm betas. A different estimation period might have produced different 
results; however, some research studies have indicated that the length of time for the 
estimation period did not significantly affect the results. A number of other 
variables-such as the event dates selected and the market model used—also could have 
influenced these results.
Finally, the funds statement comprised only one of the statements included in 
a set of financial statements. This study could not determine whether the incremental 
information content derived in whole or in part from the funds statement. Additionally, 
the firms in the samples had the freedom to choose from alternative generally accepted 
accounting principles that could impair comparability.
Implications for Further Research
Further research could target firms that use the current funds statement. The use 
of volume appears likely to provide the better way to measure incremental information 
content.
The statement of cash flows departs in format from the statement of changes in 
financial position. If the format change has merit, the statement of cash flows should 
provide greater information content than the statement of financial position. Another 
study might compare the information content of changes in financial position with those
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of cash-flow statements. The statement of changes in the financial position sample 
might consist only of firms using the cash and cash equivalents definition of funds; this 
would isolate the impact of the new format on information content.
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